This paper studies the effects of government ownership on bank lending behavior.
La Porta et al. (2002) document that worldwide, there is a large, pervasive government ownership of banks. In 1995 the average percentage of state ownership in the banking industry around the world was about 41.6 percent, and somewhat lower (38.5 percent) if we exclude former socialist countries. Mayer (1990) shows that bank financing is the main source of outside financing in all countries. Despite the prevalence of government-owned banks in many countries, the prominent role of banks in financing enterprises, and the importance of efficient financial markets for growth, there is very little evidence of the effects of government ownership on bank lending.
In this paper I use a unique dataset on state-owned banks in Italy, where lending by state-owned banks represents more than half of the total. By using data on interest rates charged on individual loans, the paper studies the efficiency in the allocation of credit of state-owned banks. Furthermore, I combine data on lending with the political affiliation of the bank and results in recent elections to study the impact of political power on bank lending behavior.
The debate concerning the role of ownership in banking is framed along the three alternative theories of state-ownership, social, political, and agency views. The social view (Atkinson and Stiglitz (1980) ), which is based on the economic theory of institutions, suggests that state-owned enterprises (SOEs) are created to address market failures whenever the social benefits of SOEs exceed the costs. According to this view, government-owned banks contribute to economic development and improve general welfare (Stiglitz (1993) ).
In contrast, recent theories on the politics of government ownership (Shleifer and Vishny (1994a) ) suggest that SOEs are a mechanism for pursuing the individual goals of politicians, such as maximizing employment or financing favored enterprises. The political view is that SOEs are inefficient because of the politicians' deliberate policy to transfer resources to their supporters (Shleifer (1998) ).
The agency view shares with the social view the idea that SOEs may be created to maximize social welfare, but may generate corruption and misallocation (Banerjee (1997) and Hart, Shleifer, and Vishny (1997) ). Agency costs within government bureaucracy may result in weak managerial incentives in SOEs. According to this view, the ultimate efficiency of SOEs depends on the trade-off between internal and allocative efficiency (Tirole (1994) ).
These theories cannot be disentangled by looking at bank profitability: it is not clear whether government owned banks are less profitable because they maximize broader social objectives, because they have lower incentives, or because they inefficiently cater to politicians' wishes. The empirical strategy I use in this paper addresses these problems. Instead of looking at overall bank performance, where the mix of activities performed by banks might change under government ownership, I focus on the lending relations of the banks. The data I use include information on the balance sheets and income statements of a panel of over 37,000 Italian firms. The data are collected by Centrale dei Bilanci (CdB), an institution created to provide its members, mainly banks, with economic and financial information for screening Italian companies. For a large subset of the 37,000 companies, CdB members receive a numerical score, which CdB obtains by using traditional linear discriminant analysis, to identify the risk profile of the companies (Altman, 1968) . I merge this information with data on the credit relations of the firms surveyed in the CdB database.
The information in this database is available to all the banks prior to lending and has proven to be very accurate in predicting the success or failure of a company (see Altman et al. (1994) ). Since both privately owned and state-owned banks have access to the same information, I can use this system to check the differences in the credit policies of the various banks.
I look at the individual loan contracts of the two types of banks. I compare the interest rate charged to two sets of companies with identical scores which are borrowing either from state-or privately owned banks, or both. My main result is that, all else equal, state-owned banks charge lower interest rates than do privately owned banks. On average, the difference is about 44 basis points.
I claim that this difference can best be explained by the political view of state-owned firms. First, my results show that even companies that are able to access private funds benefit from cheaper loans from state-owned banks. Second, companies located in the south of Italy benefit more than companies located in the north from borrowing from state-owned banks, consistent with the view that political patronage is more widespread in the south (Ginsborg (1990) ). This result remains true controlling for the presence of credit constraints.
Finally, contrary to the social welfare maximizing view, state-owned banks are more inclined to favor large enterprises. Overall, my results support the political view of government ownership. However, I note that some of these results can also be consistent with some versions of the social view and the agency view. For example, one could argue that firms located in the south receive cheaper funds because a socially maximizing government wants to channel funds in depressed areas of the country. My findings that larger firms get cheaper funds may be also consistent with the agency view.
To further distinguish among the different theories, I analyze the relation between interest
rates, the political affiliation of the bank, and electoral results. I find that the lending behavior of state-owned banks is affected by the electoral results of the party affiliated with the bank: the stronger the political party in the area where the firm is borrowing, the lower the interest rates charged. This result is not driven by omitted banks' and firms' characteristics, since I show that it is robust to including both bank and firm fixed effects.
Overall, my results support the political view of SOEs and suggest that state-owned banks serve as a mechanism to supply political patronage. These results relate to important policy debates. My finding show that government ownership of banks has distorting effects on financial allocation of resources. This is consistent with findings that widespread state ownership of banks is correlated with poor financial development (Barth, Caprio and Levine, 2000) . In turn, a highly politicized allocation of financial resources may have deleterious effects on productivity and growth, as recent research by La Porta, Lopez-de-Silanes, and Shleifer (2002) shows.
The paper is organized as follows. The next section briefly outlines the theories of SOEs and their predictions. Section 2 provides a description of the institutional environment.
Section 3 describes the data, the sample, and the methodology. Section 4 presents the empirical evidence. Section 5 concludes.
I Theoretical issues
The three main views of SOEs -social, agency, and political -have different implications for both the existence and the role of state-owned banks. The social view sees SOEs as institutions created by social welfare maximizing governments to cure market failures. According to this view, state-and privately owned enterprises differ because the first maximizes profits and the latter maximizes broader social objectives. In this literature, the reason for creating public financial institutions is the existence of market failures in financial and credit markets (Stiglitz and Weiss (1981) , Greenwald and Stiglitz (1986) ). Thus, creating state-owned banks or programs of direct credit has often been justified on the ground that private banks fail to take social returns into account. For example, private banks may not allocate funds to projects with high social returns or to firms located in specific industries (Stiglitz (1993) ).
Under the social theory, the objective function of state-owned banks should be to channel resources to socially profitable projects or to firms that do not have access to other funds.
The agency view shares with the social theory the idea that governments seek to maximize social welfare. Under the agency hypothesis, governments design public financial institutions to cure market failures. However, since SOEs maximize multiple nonmeasurable objectives, managers of SOEs have low-powered incentives (Tirole (1994) ). 1 Given the incentive problems associated with the control of SOEs, the agency view concludes that decisions on government in-house provision of public goods should depend on the trade-off between internal and allocative efficiency. Under this hypothesis, state-owned banks channel resources to socially profitable activities, but public managers may exert less effort (or divert more resources) than would their private counterparts. The agency view predicts that in general state-owned banks serve social objectives and allocate resources where private markets fail.
However, public managers of state-owned banks may exert low effort or divert resources for personal benefits, for example, for career concerns, with an eye towards future job prospects in the private sector.
According to both the social and the agency view, the government role in the economy emerges and evolves to perform the economic functions that markets either cannot handle or cannot perform well. Fundamentally different, the political view is based on the assumption that politicians are self-interested individuals who pursue personal, political, and economic objectives rather than maximizing social welfare. The main objective of politicians is to maintain voting support. Hence, SOEs provide jobs for political supporters, and direct resources to friends and supporters (Shleifer and Vishny (1998) ). According to this view, politicians create and maintain state-owned banks not to channel funds to economically efficient uses, but rather to maximize politicians' personal objectives.
Though the agency and the political views make very different assumptions about government's objectives, the difference in the empirical implications is not so clearly defined.
The merit of the agency view is to show that misgovernance can exist even when the government has the best of intentions (see Banerjee (1997) ). Under both views, we would observe some misallocation of resources, but for different reasons. The agency view claims that the misallocation takes place because managers shirk or divert resources for their private use, but under the political view, the misallocation of resources is the objective of politicians, rather than due to the lack of incentives. State-owned banks will divert resources to areas where there is more political patronage, will finance friends and supporters of politicians, and will maximize political support, e.g., maximize employment at the bank level or at other firms.
II State ownership of banks in Italy
Though there are more privately owned banks than state-owned banks in Italy (864 compared to 117), in 1995 the percentage of total assets held by state-owned Italian banks was 58 percent, among the highest in the industrialized world. 2 But, Italy is not unique in this dimension: most Continental European countries are similar (e.g., in Germany the proportion is 50 percent, in France, 36 percent). Latin American countries also show a very high percentage of state ownership. In fact, in a recent paper La Porta et al. (2002) show that worldwide, there is a large, pervasive government ownership of banks. In 1995 the average percentage of state ownership in the banking industry around the world was about 41.6 2 I consider foreign banks operating in Italy as being privately owned.
percent, and somewhat lower (38.5 percent) if we exclude former socialist countries.
Data on Italian state-owned banks suggest that, in general, they have a different lending focus from privately owned banks. De Bonis (1998) shows that state-owned banks make more than 11 percent of their loans to state or local authorities (compared to 1.6 percent loaned by private banks). The percentage loaned to companies is similar between state-and privately owned banks (55.1 and 57.5, respectively), but no analysis has investigated the differences within each class of borrowers for the two groups of banks. De Bonis (1998) also finds that state-owned banks are less profitable in making loans than are privately owned banks. In 1995, the percentage of bad loans on bank capital for state-owned banks was 57.2, almost double of that of private institutions (30.2 percent).
The degree of political influence on state-owned banks is evident in the procedure used to appoint the chairpersons and top executives in state-owned banks. Until 1993, the appointments of the directors and management of the banks was made by a specific Parliamentary commission. 3 For example, in 1992, this commission met three times: on October 30th they appointed 72 of chairpersons, vice-chairpersons, and CEO of state-owned banks; on December 1st they appointed other 26, and on December 30th an additional 33.
Over time there could have been differences in the level of political interference. Some authors (e.g., Barca and Trento (1994) and Ginsborg (1990) ) claim that close personal ties between party leaders and the managers of SOEs were introduced after the mid 1950s. De Bonis (1998) claims that the management of state-owned banks became independent from the central government after 1993, when the public entities that previously owned the banks directly were transformed into foundations. Nonetheless, some observers believe that the practice of political appointments of top executives in state-owned banks has survived (e.g., Visentini, 2000) .
III Data and Methodology
In this study, I rely on several data sources. The two main databases come from Company Accounts Dataset (CAD) and the Credit Register (CR). CAD reports balance sheet and income statements for more than 50,000 Italian companies. CR collects information about any individual loan contracts over 80 million lire (about 41,300 Euro) granted by banks to any customer. This information is readily available to the CdB membership, which is mainly comprised of banks. Starting in 1991, CdB also developed what it called the Diagnostic System, which was designed to provide banks with a tool for quickly identifying the soundness of the companies included in the database. This system applies traditional linear discriminant analysis based on two samples of businesses of healthy and unsound companies. A numerical score is obtained from two discriminant functions. This score summarizes the "risk profile" of the business. This system has proven to be very successful: it correctly classified in the year immediately prior to distress 87.6 percent of healthy companies and 92.6 percent of unsound companies (see Altman et al. (1994) ). Appendix I provides more details on the numerical score.
For each firm, the CR reports the amount of credit granted by each bank, together with the amount used (outstanding balance). In addition, 90 banks (accounting for over 80 percent of total bank lending) agreed to file detailed information about the interest rates charged on each loan. These data, collected for monitoring purposes, are highly confidential.
A subset of CR data includes all the companies that were surveyed for at least one year in CAD. Data on loan contracts are quarterly, but data on balance sheets and income statements are annual. Aggregate information on bank balance sheets and income statements comes from the prudential supervision statistical data, where it is reported on a quarterly basis. I constructed the data on the bank ownership by using the Bank of Italy legal classification prior to 1990. 4 I obtain local election results for three national elections, 1989, 1992, and 1994 from the archives of the Interior ministry. The local unit is the province (similar to U.S. counties).
The archives provide the total valid votes and the votes collected by all the parties running the elections in each of Italy's 95 provinces.
I collect the data on political affiliation of the top management of the bank from newspapers. For 36 state-owned banks I am able to identify the political affiliation of the chairperson.
Appendix II provides additional details about these data and the electoral data.
A Privately owned and state-owned banks
The data on loan contracts come from the subset of the CR and CAD datasets previously described. The sample period begins in 1991 and ends in 1995, because 1991 is the first year in which CAD distributed the information on the score to its members. I restrict my attention to privately owned and state-owned banks that file information about interest payments and are members of the CdB.
This criterion introduces a potential sample selection, since the banks that file interest rate information are generally larger than the average Italian bank. However, it turns out that this is not a problem for the sample of state-owned banks: the sample represents more than 90 percent of state-owned loans. I exclude small state-owned banks from the sample, but they are not the typical state-owned bank. Privately owned banks selected with these criteria are larger than the average privately owned bank, but because I use them as benchmark for comparing the behavior of state-owned banks, it is important that they are similar in size to the state-owned banks.
These selection criteria restrict the total number of banks to 85: 40 have always been privately owned; 43 are state-owned banks; and two are privatized during the period of observation. Table 1 shows descriptive statistics of the banks in the sample. The median state-owned bank has a ratio of non-performing loans to total loans of 6.91 percent, as opposed to 5.25 percent for privately owned banks. The mean for the two sub samples is statistically different at 1 percent level of significance. State-owned banks also have a lower return on assets (0.34 for the median state-owned bank, as opposed to 0.51 for the median privately owned bank) and higher operating costs over assets (3.05 for the median state-owned bank, as opposed to 2.87 for the median privately owned bank). These differences in the sample reflect differences between state-owned and privately owned banks and represent a potential problem in comparing credit policies of these two sub-samples of banks.
B Companies borrowing from privately owned and state-owned banks
Ideally, I would like to compare the entire loan portfolio of state-owned and privately owned banks and, using the balance sheet and income statement information for the companies, compare the credit decisions of these two types of banks. Unfortunately, the information on the firms' characteristics is available only for a subset of the companies that receive credit from the banks.
To deal with this lack of information, I take a different approach. Instead of comparing the entire loan portfolio of state-owned and privately owned banks, I compare two matching samples of companies that borrow from state and privately owned banks, respectively. The advantage of using this approach is that I can compare the interest rate charged in the same period to the same company, or to very similar companies, by state-and privately owned banks (many firms have credit ties with both types of banks). Since state-and privately owned banks have access to the same information for evaluating these companies, any difference in the price of the loan is likely to reflect differences in the objective of the bank, rather than differences in the evaluation skills of the banks' loan officers.
To select the sample of companies in this study, I use the following criteria: from the sample of companies included in CdB, I select a subsample of companies that have a loan with at least one bank in the sample for at least one period and for which there is a numerical score.
Because loan characteristics (collateral, etc...) may have an impact on loan rates (Petersen and Rajan, 1994, and Berger and Udell, 1994 ) I focus on homogenous loan contracts. I analyze credit line contracts, the most common loan contract in Italy in which banks set the amount of loan money granted and an interest rate. The loans analyzed here exclude long-term loans, collateralized, and subsidized loans. 5 .
5 There are other characteristics of the relationship between banks and borrowers that I cannot control From this data I select the subset of companies that have been borrowing from stateowned banks. For each observation in this sample (company-bank-year) I identify a matching company that borrows from a privately owned bank in the same period. Whenever the company borrows in the same year from both state-and privately owned banks, I match the company with itself. If a company borrows only from state-owned banks, I choose a similar firm that borrows from privately owned banks in the same year. In these cases, I identify the matching company as a firm operating in the same industry and in the same geographical area (north, center, and south), with an identical risk profile (Altman's z-score (Altman, 1968 (Altman, , 1993 ), and similar size (measured by sales). I also require that if the company that receives loans from state-owned banks is state-owned (privately owned), then the matching company is state-owned (privately owned) as well.
These selection criteria reduce the sample to a total of 6,968 companies, corresponding to 110,786 company-bank-year observations. 55,393 observations refer to borrowers of stateowned banks and 55,393 to borrowers of privately owned banks.
By construction, the companies that borrow from state-and privately owned banks have identical scores, operate in identical industries, and are located in the same geographical area. Table 2 shows the sample scores for the two sub-samples of companies.
The summary statistics on the two sub-samples of firms (Table 3 ) also show that the selected companies borrowing from state-and privately owned banks are very similar. None of the differences in the means of the relevant variables is statistically significant. In both sub-samples, the median firm has 58 employees, 21 billion lire in sales, 18 billion lire in assets and a coverage, interest expenses divided by EBITDA, of 1.47. The median firm has a leverage of 71 percent. I define leverage as the book value of short plus long term debt divided by sum of the book value of short plus long term debt and the book value of equity.
Return on sales is slightly below 8 percent. The majority of the companies are privately for. Although the loan contracts included in the sample have homogenous characteristics, borrowers might have contemporaneous contracts with the bank (deposits, collateralized loans) that might affect the cost of the loan. Also, the quality of service or the probability of the loan to be revoked can vary across banks.
Unfortunately, I cannot rule out any of these possibilities; therefore my results should be interpreted with these caveats in mind held. Seventy are state-owned companies.
IV Empirical analysis A Differences in interest rates
To learn whether state-and privately owned banks behave differently, I examine the interest rate charged to similar companies by these two types of banks. I first compare the average interest rates charged by both types of banks and then present a regression analysis that controls for banks' and firms' characteristics. Table 3 reports the average interest rate minus prime rate charged by both types of banks.
I define the interest rate as the ratio of the quarterly payments made by the firm to its bank (interest plus fixed fees) to the firm's quarterly loan balance. Of course, this measure of interest rate overestimates the interest rate of a firm with a small average balance. For this reason, I eliminate the rates linked to credit lines with less than 50 million lire in average daily balance. The same criterion has been used by Pagano et al. (1998) and Sapienza (2002) .
Column 3, table 3 presents the differences in the interest rates minus the prime rate for the two subsets of banks (i.e. column 2 minus column 1). For the overall sample, these comparisons show that for similar companies, the average interest rate charged by stateowned banks is lower than that charged by private banks. The differences are statistically significant in a t-test. Table 3 also presents the differences in interest rates for various risk profiles of the companies, demonstrating that these differences are not driven by few outliers. Also, to make sure that the differences are not driven by any incorrect matching, panel B of Table 3 presents the same statistics for the subsample of firms that borrow from both state-and privately owned banks during the same year (the matching firm is self).
My main finding is that for any risk profile, the interest rate charged by state-owned banks is lower than that charged by privately owned banks. The difference in interest rates is statistically significant at 1 percent level.
The average difference between the interest rates charged by private and state-owned banks is 23 basis points. However, the comparisons presented above are not conditioned on other characteristics of the banks, such as differences in size and riskiness of the portfolio. Table 1 shows that state-and privately owned banks are different in size, profitability, and riskiness. To address this issue, I use a regression model to estimate the difference in interest rates charged by the two types of banks.
I regress r ikt , the relative interest rate charged at time t by bank k to company i (defined as the interest rate minus the prime rate) on a dummy variable, ST AT E k,t , that equals one if at time t bank k is a state-owned bank. The coefficient measures the impact of state ownership on interest rates. A negative (positive) value means that state-owned banks charge a lower (higher) interest rate than do privately owned banks. I also include several regressors to control for firms', market's, and banks' characteristics. Finally, I include a vector of time fixed effects and a vector of firm fixed effects. By using a firm fixed effect, I compare the interest rate charged by various banks to the same company.
Panel A, Table 4 , reports the regression results. Heteroskedasticity-robust standard errors are shown in parentheses. I also adjust standard errors for within-year clustering. Column 1 reports the estimates of the interest rate regressed on the ST AT E k,t dummy and time and firm fixed-effects. These results are directly comparable to the simple differences in the last row of Table 3 : state-owned banks charge interest rates 23 basis points lower than do privately owned banks.
As mentioned before, the coefficients measuring state ownership may capture specific characteristics of state-owned banks and local market structure. To overcome this problem, in columns 2 to 5 of Table 4 , I include several other controls.
In column 2 I introduce a proxy for the size of the bank, measured by logarithm of bank's total assets. Aside for the part size plays in determining market concentration measures, a bank's size should affect prices according to the theoretical literature. For example, in a standard Cournot model with capacity constraints (increasing returns to scale), one can show that the bank with lower capacity would supply loans equal to capacity at a lower price than the other bank with higher capacity (see Tirole, 1989) . Size may also reflect some implicit characteristics of the loan. Loans from large banks may carry an implicit guarantee of not being revoked, if large banks are perceived to be less likely to fail. Empirically, Sapienza (2002) finds that bank's size has a positive and significant effect on loan rates for a sample of privately-owned banks, after controlling for firms' characteristics. Column 2 of Table 4 confirm this result. All else equal, a one-standard-deviation increase in the logarithm of banks' assets leads to an increase of nearly 14 basis points in the interest rate. Since stateowned banks are generally larger than privately owned banks, the size of the coefficient of ST AT E k,t increases from .23 to.46 after I control for banks' size, suggesting that the mean differences in Table 3 underestimate the impact of state ownership.
In column 3 of Table 4 I include two other controls in the regression. First, I include a measure of market concentration (the Herfindahl-Hirschman Index on loans) as many studies have identified a positive relationship between market concentration and prices (Berger and Hannan (1989) and Hannan (1991) . Another potential problem in my basic regression is that the state-ownership dummy captures the fact that banks with a higher proportion of nonperforming loans charge lower rates. For example, riskier banks may offer loans of inferior quality, with higher probability of being revoked. For this reason, I include a measure of the riskiness of the bank (the percentage of non-performing loans).
The Herfindahl-Hirschman Index (HHI) on loans has the predicted effect. One standard deviation increase in HHI increases interest rates by 7 basis points. Surprisingly, the effect of the percentage of non performing loans is positive and significant. A one standard deviation increase in the percentage of non-performing loans causes a 13 basis points increase in interest rates. The regression predicts that, other else equal, a firm would save 50 basis points on loans from state-owned banks.
Consistent with the benign view of government, state-owned banks may forego exploiting market power when they possess it, while private ones will not. In fact, in column 4 I consider this possibility and re-estimate the regression, interacting the state-ownership dummy with the HHI. The results show that state-owned banks do in fact exploit market concentration less than otherwise similar private banks. Moving from the area with the lowest HHI to the area with the highest HHI private banks increase rates by 63 basis points, while state-owned banks increase rates by 44 basis points. This difference in behavior does not explain the systematic difference found between private and state-owned banks rates. First, the results show that state-owned banks exploit market power, only to a lesser extent than private banks. Second, the difference is small, in the province with the median HHI, everything else being equal, state-owned banks rates are lower than private banks rates by 6 basis points.
Finally, the coefficient of the state-ownership dummy remains statistically and economically significant. After controlling for differences in market power exploitation, I find a difference of 44 basis points in rates charged between private-and state-owned banks.
As a further check for robustness, the specification in column 5 introduces the size of the firm (measured by logarithm of sales) and score. Although both the coefficients of the size of the firm and of the numerical score are statistically significant and have the right sign, the size of the estimated state ownership dummy does not change. 6
One potential worry is that the results may be entirely attributable to unobservable firms' characteristics that may be changing over time. If that is the case the firm fixed effect is not fully controlling for this. To address this point, however, I can use one important feature of my data. I constructed the sample in such a way that a large percentage of companies in the sample receive loans from both state-and privately owned banks during the same year. To ensure that the results presented above hold for the companies that borrow from both types of banks at the same time, I re-estimate the regression model for this subsample of companies only. Panel B, Table 4 , presents the results, which show a negative and significant coefficient for the ST AT E k,t dummy. All else equal, firms that raise money from both state-owned and private banks pay interest rates to state-owned banks that are lower by 44 basis points, confirming that the results cannot be attributable to unobservable firms' characteristics. Table 4 shows that when I control for firms' and banks' characteristics, state-owned banks charge interest rates that are 44 basis points lower than those charged by comparable privately owned banks.
B Discussion
This result supports many alternative hypotheses. First, consistent with the political view, state-owned banks may be charging lower interest rates to some firms because this responds to the politicians' objectives. For example, the firms that benefit from lower rates may be political supporters of the politicians.
Even if politicians maximize social welfare, managers of state-owned banks may lack the ability to screen firms. If bank managers systematically make mistakes in pricing loans, in equilibrium we observe only public loan contracts with lower interest rates, because the entrepreneurs will choose the contracts with the lowest interest rates. Also, managers of state-owned banks may be diverting banks' resources to their own benefit, favoring firms that bribe them or offer other types of benefits in exchange (e.g., future jobs). These latter two interpretations support the predictions of the agency view.
Are the results in Table 3 and 4 consistent with the social view? One problem with answering to this question is that the social view is pretty vague on the specific social welfare maximizing tasks that a state-owned bank is likely to perform. So, in the remaining paragraphs of this section, I will explore several potential objectives of state-owned banks according to the social view.
One way to explain the difference in interest rates is to claim that state-owned banks are either more efficient than privately owned banks or have lower costs, and thus are able to charge lower interest rates. During the period of observation, regulation and tax laws are identical for both state-and privately owned banks, so the argument that state-owned banks are more efficient in making loans should be based on the fact that state-owned banks are better managed organizations. The data do not confirm this hypothesis. It is well documented in the literature that state-owned Italian banks are less efficient than their private counterparts (see Martiny and Salleo (1997) The central prediction of the social view is that to cure market failures benevolent public banks are willing to lend to companies at lower interest rates. According to this view, stateowned banks favor enterprises that find it difficult or too expensive to raise capital from private banks. This argument assumes implicitly that state-owned banks make loans to companies with positive net present value (NPV) that are unable to raise capital from other sources. As it turns out, the data contradict this hypothesis.
The results in Table 4 , Panel B show that state-owned banks charge lower interest rates even if the firm is able to raise capital from alternative sources. However, one could argue that these companies are rationed in terms of the funds they get from the private banks.
To consider this possibility, I look at the ratio of the outstanding balance to the available amount (credit line) offered by privately owned banks. To prove that these companies are rationed, I must show that the outstanding balance is equal to the credit line. In fact, on average, the companies that borrow from privately owned banks have a percentage of loan use below 14 percent, suggesting that they could borrow larger amounts from privately owned banks. To further explore this issue, I restrict the sample to companies that borrow from both state-owned and private banks and have unused credit lines with private banks.
The estimates (not reported) confirm the previous results. In Table 4 These findings suggest that the firms receiving lower rates from state-owned banks are able to raise capital form other private banks.
An alternative scenario consistent with my findings may support the social view. The government could wish to subsidize certain firms (e.g., firms that have difficulty accessing capital) by reducing the firm's average cost of capital. However, to maintain incentives, the government might want the firm to face the market interest rate at the margin. In this case, the government might offer a loan below the market rate for less than the full size of the project. The initial loan granted by the state-owned bank could then trigger more loans by private banks. Unfortunately, I am not able to test this hypothesis with my data because I do not have information on when the loans are initiated.
Concluding, the results presented in Table 4 are consistent with all the three views of SOEs.
C Sub-sample analysis: Geographic location and firm size
To further investigate the behavior of state-owned banks and distinguish among the different theories, I study whether there is some class of borrowers that has a greater advantage in borrowing from state-owned banks. I look at two different dimensions: geographical location and size of the companies. I focus on the subsample of firms that receive loans from both state-owned and private banks. By doing this, I exclude firms that may face it difficulties obtaining loans in the private market.
As a first approximation, Table 5 presents the average interest rates charged by stateowned and private banks to the firms that borrow from both types of banks. The first three rows divide the sample according to the geographical location of the companies. The differences between the interest rates charged by private banks and state-owned banks suggest that companies located in the south of Italy benefit more than do other companies from borrowing by state-owned banks, even when they have access to private funds. Table 6 looks at the same issue from within a regression framework. Table 6 presents the results of regression (1) including an interaction between companies' location and the ST AT E k,t dummy. For firms located in northern Italy (the omitted indicator), borrowing from state-owned banks saves 44 basis points, all else equal. For firms located in the south, a relationship with the state-owned bank would save them 75 basis points. This finding is consistent with Alesina, Danninger, and Rostagno (1999) , who find that public employment in Italy is used as a subsidy from the north to the less wealthy south.
It is hard to reconcile this result with the incentive view. There is no particular reason why the managers of state-owned banks should have weaker incentives when they price loans to firms located in the south.
By contrast, both the social and the political views support the fact that state-owned banks apply higher discounts to firms located in the south of the country. The south of Italy is the poorest part of the country with an unemployment rate four times higher than in the center-north. For at least fifty years the south has been the focus of regional development policy, with massive capital inflows and real income transfers from the government.
Lower interest rates to southern firms are consistent with a policy of subsidization, aimed at stimulating the southern regions. 7 On the other hand, in the south the practice of political patronage is more widespread than in the north. Southern politics in Italy is largely organized around the distribution of patronage (see Golden (2001) and Ginsborg (1990) ).
This evidence suggests that there is another reason why firms located in the south are favored by the interest rate policy of state-owned banks: such favorable terms may be due to state-owned banks pursuing political objectives. Table 5 also reports the differences across firm size in the interest rates charged by state-and privately owned banks. The results show that on average, the largest firms have more advantages in borrowing from state-owned banks. The difference between the interest rates charged by privately owned and state-owned banks is higher for the companies in the largest quintile. The relation across quintiles is nearly monotonic, but the differences are not statistically significant across quintiles. This result does not support the social view. If market imperfections prevent firms from raising money, then the benevolent state-owned banks should charge relatively lower interest rates to small companies that are more likely to be credit rationed. 8 Instead, the 7 The fact that these subsidization policies have systematically failed to close the gap between the centernorth and the south raises some doubts on the rationale of the development policy for the south. Nonetheless, perhaps ex-ante the government undertook these policies to maximize social welfare.
8 Other evidence against the social view is that state-owned banks do not favor any particular industry.
In another (unreported) regression I look at differences in interest-rate discounts across industries. I use the Rajan and Zingales (1998) measure of external financial dependence and check whether firms in industries results appear to support both the agency view and the politicians view. Managers of stateowned banks who lack incentives may be more prone to favor larger enterprises because their personal rewards are likely to be higher (e.g., a career in a larger firm is more valuable than one in a smaller firm). At the same time, state-owned banks may favor large enterprises, because state-owned banks are interested in maximizing a larger political consensus.
To sum up, while the social view and the incentive view alone can explain some results, the only interpretation consistent with both results is the political view of SOEs.
D Electoral results, party affiliation, and lending behavior
To clarify the relationship between politicians' objectives and the lending behavior of state- I use provincial electoral results from three national elections (1987, 1992, and 1994) .
that are more dependent on outside funds receive cheaper loans from state-owned banks. In contrast to the social view, the results do not support this hypothesis. 9 The final sample is reduced to 108 state-owned-bank-year observations corresponding to 26,698 companybank(state-owned)-year observations. Second, because of the turmoil of the political parties, some authors (e.g., De Bonis, 1998) claim that the management of the banks became slowly more independent from politics or had no clear guidance from politicians in making decisions. For example, Piazza (2000) analyzes nonvoluntary turnover in Italian state-owned banks in 1994-1999. He finds that there is a weak link between electoral dates and chairmen turnover between 1994-96, but not in the subsequent period. For both reasons, in column 2 of Table 8 To address this issue, in column 3 of Table 8 I re-estimate the regression only for the subsample of firms (17,671 observations) that borrow from national banks. The local strength of the political party to which the bank is affiliated has a stronger negative effect on the subsample of firms that borrow from national state-owned banks. A one-standard-deviation increase in political strength decreases the interest rate by 3.5 basis points. The effect is statistically significant at the 1 percent level. The fact that the coefficient is larger than in columns 1 and 2, as predicted, suggests that my measure of party strength is doing a good job of measuring the degree of influence of political parties on state-owned banks.
National banks lend in different provinces. Therefore, when I restrict the sample to national banks, I can introduce a dummy at the bank level. By using a bank fixed effect, I
can use a bank that lends in a given province as a control for itself in a different province.
Thus, I can compare the interest rate charged by the same bank in two different provinces, and how it changes according the political strength of the party to which the bank is affiliated. I do this in column 4 of Table 8 . The coefficient of local political strength of the party measures how interest rates change according to the electoral results of the party that appointed the chairman of the bank. For example, when I compare a bank affiliated with the Christian Democrats I find that interest rates are reduced by 12.5 basis points in Avellino compared to Bolzano, all else equal. This result suggests that the effect measured in Table 8 is not driven by some omitted bank's characteristics in the regression.
The results of this section provide strong evidence for the political view of SOEs and suggest that state-owned banks are a mechanism for supplying political patronage. In areas in which the political party that runs the state-owned banks is stronger, borrowers get a higher discount than other areas. The effect is statistically significant and robust across all regressions.
V Conclusions
The results of this paper show that state-owned banks charge systematically lower interest rates to similar or identical firms than do privately owned banks. This result is strong and statistically significant. Firms that borrow from state-owned banks pay an average of 44 basis points less than do firms that borrow from private banks. This finding is robust to various specifications. It remains true even if the firms are able to borrow from, and have unused credit lines with, private banks.
This initial finding can be explained by both the agency and political views of SOEs. To test whether the evidence supports the social view, one has to articulate potential hypotheses from this theory. A first hypothesis is that state-owned banks are able to charge lower rates because either they are more efficient or have lower costs. The data do not confirm this
hypothesis. An alternative prediction from the social view is that state-owned banks lend to firms for which raising capital from private banks is either difficult or too expensive.
Restricting the sample to firms that borrow from both state-owned banks and private banks still results in a significant interest rate differential of 44 basis points. This result holds controlling for the percentage of the credit lines used in private banks, thus ruling out the possibility that state-owned banks lend to credit constrained enterprises. Thus, the data do not seem to support the social view unless one posits that state-owned banks attempt to reduce the average cost of capital of certain firms, while still allowing firms to face market interest rates at the margin.
The next step in distinguishing among the three hypotheses was to examine interest rate differentials across regions and firm sizes. Both the social and political views would support the fact that state-owned banks apply higher discounts in southern Italy, which is poorer and characterized by widespread political patronage. The agency theory cannot readily account for this. Focusing on firm size, interest rates charged by state-owned banks are lower the larger the firm, which counters the social view, but would be consistent with the political and agency view. Taken as a whole, these results provide consistent, strong evidence in favor of the political view of SOEs.
The obvious question is how generalizable these results are to other borrowers outside the sample. The limited sample that I use in this paper requires some words of caution. Since I do not observe the banks' entire loan portfolio, I cannot rule out the possibility that stateowned banks are also addressing other objectives. My results do not imply that incentives and social goals never matter, only that the political view can explain some of the behaviors of state-owned banks.
In a broader context, it may be argued that these results provide an explanation of the observed negative correlations between government ownership of banks and financial development (Barth et al., 2000) , and economic growth and productivity (La Porta et al., 2002) . Furthermore, since political patronage may be even more prevalent in the developing world than in Italy, the case for state ownership of banks is significantly weakened. Difference in interest rates charged by state-owned and privately owned banks I define the interest rate as the ratio of the quarterly payment (interest plus fees) paid by the firm to the bank to its quarterly average balance minus the prime rate. The numerical score describes the risk profile of the company (see details in Appendix I). In the second column, the interest rate refers to the subsample of companies borrowing from state-owned banks. In the third column, the interest rate refers to the companies borrowing from privately owned banks. The difference is the average difference between the second column (interest rates charged by state-owned banks) and the third column (interest rates charged by privately owned banks). For the difference, I test the statistical significance using the t statistic with reference to a mean of zero. ***indicates statistically significant at the 1-percent level, ** indicates statistically significant at the 5-percent level. Interest rates charged by state-owned and privately owned banks
The dependent variable is the interest rate charged to firm i by bank k at time t minus the prime rate at time t. ST AT E k,t is a dummy variable equal to one if at time t bank k is a state-owned Differences in interest rates charged by state-owned and privately owned banks I define the interest rate as the ratio of the quarterly payment (interest plus fees) paid by the firm to the bank to its quarterly average balance minus the prime rate. In the second column, the interest rate refers to the subsample of companies borrowing from state-owned banks; in the third column, to the companies borrowing from privately owned banks. The difference is the average difference between the second column (interest rates charged by state-owned banks) and the third column (interest rates charged by privately owned banks Electoral results, party affiliation and interest rates charged by state-owned banks
The dependent variable is the interest rate charged to firm i by bank k at time t minus the prime rate at time t. I measure the local political strength of the party by the percentage of votes received by the party to which the chairperson of the state-owned bank is affiliated in the area where the firm is borrowing. I measure the size of the bank by logarithm of total assets. The percentage of nonperforming loans is the ratio of non-performing loans over total loans. I measure market concentration at the province level by the Herfindahl-Hirschman Index (HHI) on total banking lending. Size of the firm is the logarithm of sales. All the regressions include year and firm dummies. Heteroskedasticity robust standard errors are in brackets. The standard errors are corrected for within-year clustering.
The table also reports the p-value of an F-test for the hypothesis that the joint effect of all the variables equals zero. Column 1 sample includes all the observations (state-owned-banks-firm-year) for which political affiliation of the president of the state-owned bank is available. Column 2 is the same sample, excluding years 1994 and 1995. Columns 3 and 4 include only loans from national state-owned banks.
(1) 
Appendix II
Electoral results and party affiliation in banks Historically, the Italian political system has been a multi-party system. Until 1994, both chambers (The Senate of the Republic and the Chamber of Deputies) were elected on a proportional basis.
Voters cast ballots both for parties and for candidates within those parties. Seats were divided up according to the proportion of the total vote each party received. Parties would allocate their seats to candidates based on how many votes each received in his district. Since no single party could ever count on winning a straight majority of seats in Parliament, majority rule has depended on party alliances and coalitions. After 1994, the electoral system of the Senate was changed to a mixed system 
